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NOVEMBER-DECEMBER, 1962
THE MORTGAGING OF LONG-TERM LEASES
BY HOWARD E. THOMAS*
The primary difficulty in presenting a paper on this type of
subject is getting started. Ideally, the writer traces the origins of
the subject back and back into the common law, so that the reader
may be awed by its antiquity. He outlines a frame of reference
within which the subject is to be presented so that the reader may
comprehend how important the matter is. He limits the scope of
the presentation to avoid being accused of having overlooked vital
aspects of the subject.
With your indulgence, I shall forget all that. I shall assume
that you know what a leasehold mortgage is and are cognizant
of the fact that the lease itself is a most important part of the
mortgage transaction. I shall proceed to examine the lease. Toward
the end of the paper, I shall briefly consider the provisions which
may distinguish a leasehold mortgage from a fee mortgage.
THE LEASE
The increasingly frequent use of the long-term lease results
from the situation in which a landowner desires to retain his
property for a steady return but cannot, or does not wish to, incur
the expense and risk of improving or managing the property for
tenants' use; and a prospective tenant does not wish to invest his
funds in' land, preferring to pay rent therefor, but is willing to
erect the necessary improvements for his own use, which may be
for leasing to others, and take the economic risks which that use
entails. The lender, by leasehold mortgage, is able to reduce the
amount of the tenant's immediate investment still further. This is
not the only factual situation which is presented for' leasehold
financing, but it is the most common one. I
With respect to the lease terms, the tenant and the leasehold
mortgagee have a substantial identity of interest. However, in
negotiating a lease, a tenant's attitude is one of optimism, a basic
assumption that the operation for which the lease forms the basis
will be a success. On the other hand, the lender, no matter how
enthusiastic the borrower's prospects, must have some measure
of pessimism or he would not require a lien on the lease as security
for repayment of the debt. In other words, the mortgagee's interest
in the lease provisions is based solely on the assumption-intellec-
tually if not emotionally-that there will be trouble. Therefore,
the likelihood is small that a mortgageable lease will be presented
to a prospective lender unless at the time of preparing the lease
both the landlord and tenant, or at least their counsel, recognized
that leasehold financing was contemplated or at least possible,
and kept in mind the natural requirements of a lender. Tenant's
counsel must know at what points the lender will not.be satisfied
with less advanageous terms which the tenant might be willing
to accept as part of an overall bargain. Landlord's counsel must
realize that the tenant's insistence on certain provisions as neces-
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sary to satisfy the requirements of some future lender is justified
and not merely a gambit in the trading.
Where this understanding has not been present in lease negotia-
tions, the need for renegotiation is a foregone conclusion. No one
relishes it. It is time-consuming and costly-particularly to the
tenant. At best, the landlord has the unhappy feeling that the
tenant is renegotiating behind the back of the mortgagee-indeed
the mortgagee's counsel is frequently put in the undesirable position
of bargaining directly with landlord's counsel-and, at worst, the
landlord insists on an expensive quid pro quo for adjusting his
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rights to the requirements of the mortgagee. The justification for
presenting this subject to a group of lawyers, who are more likely
to represent landlords and tenants than lenders, is the opportunity
to outline the requirements of the mortgagee to the parties to the
lease, with persuasive explanations and suggestions.
What does the mortgagee want? Speaking broadly, he wants
his security to continue in existence as security until the loan has
been repaid; and in the unfortunate event of his having to realize
on the security, he wants to be able to use it or sell it, unfettered
by restrictions which would lessen its value for use or sale. The
foregoing is true of security transactions in general. What is its
peculiar pertinence to leasehold mortgages?
I. EXISTANCE AND CONTINUANCE OF LEASE AS SECURITY
1. Mortgageability.-Of primary interest to the mortgagee is the
knowledge that he has security, that the lease is mortgageable. In
every jurisdiction a lease interest may be mortgaged by the tenant
unless restricted by lease provisions. Obviously if the lease prohibits
mortgaging, there's an end to it.1 And if mortgaging is permitted
within limitations, they must be honored. A difficult point arises
when the lease is silent on mortgaging but prohibits assignment.,
Unless the law of the jurisdiction is clear that a mortgage is not
an assignment within this context, the landlord must be required
to remove the ambiguity. The risk, of course, is greatest in states
which follow the title theory of mortgaging.
2. Length of term.-The term of the lease must be at least as
long as the term of the mortgage. Otherwise the security will have
disappeared before the loan is p~id. For the same reason, the loan
must be completely amortized during the term of the lease. But
it will be apparent that unless the lease term extends a reasonable
time beyond mortgage maturity, the mortgagee will have no cushion
or period of time to make up any loss if foreclosure becomes
necessary. No mortgagee would lend without such cushion and
therefore the term of the lease may not be established by the land-
lord and tenant without considering the probable period of repay-
ment of the tenant's borrowing. The New York Insurance Law
which, incidentally, did not permit insurance company investment
in leasehold mortgages until 1951,2 requires that the loan be com-
pletely amortized during four-fifths of the lease term, but in no
event within more than 35 years.'
Under the New York Insurance Law, renewal options enforce-
able by the terant may be counted to extend the lease term. 4 As
indicated hereafter, the mortgage will require the tenant to permit
the mortgagee to exercise any such option in the name of the tenant
on the tenant's failure, and unless it is clearly unnecessary by
reason of lease terms or local law, the landlord should be required
to agree to recognize such exercise by the mortgagee. Some careful
1 The more sophisticated landlord recognizes the existence of a leasehold mortgage as addi.
tional financial assurance that the lease will be performed.
2 New York Insurance Low § 81 - 6a refers to the "conventional" investment provisions.
3 New Jersey and Massachusetts have statutes permitting insurance companies to invest in
leasehold mortgages on somewhat similar terms. See 17 N.J. Stat. Ann. § 24- 1(c) (Supp. 1962);
175 Mass. G. L. § 63(7) (1958).
4 Curiously, the New York Banking Law § 235 - 6i does not permit renewal periods to be counted.
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mortgagee attorneys prefer to rely on a renewal option, even
though its exercise can be assured. There is at least one decision5
in which an equity receiver of the landlord's property was upheld
in refusing to accept the tenant's exercise of its option to renew,
on the ground that the property would be more valuable to the
landlord's estate without the tenant and the receiver was not
bound to perform the debtor's (landlord's) executory contract.
While there may be doubt whether the case is good law,6 the
mortgagee should insist that the original term be sufficient to pay
out the mortgage. Beyond that, if there is room for negotiation, the
mortgagee may well request that the term be made to include the
renewal periods, but with comparable cancellation provisions in
favor of the tenant. Such a change should not be considered material
by either the landlord or the tenant, unless the tenant's tax expert
feels that leasehold improvement depreciation could be more rapid
with a relatively short term subject to renewal than with a longer
term subject to cancellation.
7
3. Termination for Tenant's Default.-Perhaps the lease pro-
visions most dangerous for the mortgagee are those which afford
the right to terminate the lease in the event of the tenant's default
or the tenant's bankruptcy or other occurrence reflecting on the
solvency of the tenant. Such provisions afford the landlord a protec-
tion which is not unreasonable. And a tenant who is not thinking
of borrowing may well acquiesce in the landlord's argument that
if the tenant receives appropriate notice and has adequate grace
periods in which to cure any default but fails to do so, the land-
lord should be entitled to terminate the lease. This is all very well
for a tenant who, by and large, can prevent defaults or cure them.
Not so for a leasehold mortgagee.
We may assume that any landlord who is willing to permit a
mortgage on the lease will readily agree to notify the mortgagee
as well as the tenant of any default and to permit the mortgagee
to cure the default before the landlord elects to terminate. He
should also agree to recognize curative action by the mortgagee as
action by the tenant. But that is not enough. An analysis of the
normal long term lease is likely to disclose three different types of
5 Coy v. Title Guarantee & Trust Co., 198 Fed. 275 (D.C. Ore. 1912).
6 See Orr v. Doubleday, Page & Co., 223 N.Y. 334, 119 N.E. 552 (1918).
7 There may be one minor advantcige to the mortgagee in "shorter term plus" renewals. Colo.
Rev. Stat. § 118-9.7 (1953) precludes any right of redemption if the mortgaged lease has less than
ten years to run.
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possible default (or occurrences in the nature of default); different,
that is, from the mortgagee's point of view.
First is the type the mortgagee can cure only if he knows about
it and has time. Examples are non-payment of rent or taxes or
failure to furnish insurance-unless, of course, the tenant's conduct
has rendered the premises uninsurable.
Second, the type the mortgagee can cure but only if the mort-
gagee can legally take possession of the property, either directly or
through a receiver. A typical situation would be the failure to
make repairs or to comply with governmental requirements.
Finally, the default which the mortgagee can cure only by
foreclosure or cannot cure at all. For examples, an assignment or
subletting contrary to the provisions of the lease, the bankruptcy
of the tenant, or the failure of the tenant to furnish required state-
ments to the landlord.
The New York Insurance Law (Section 81-6a) requires that
for a leasehold loan to be legal, there be "no condition or right
of re-entry or forfeiture not insured against . . . under which, in
the case of leaseholds, the insurer [mortgagee] is unable to continue
the lease in force for the duration of the loan." This would be a
requirement of any reasonably careful mortgagee's attorney. In
other words, since the lease is the sole security for the loan, the
mortgagee must be able to keep the lease alive, "no matter what."
Now, how to implement this requirement? Obviously the problem
will be reduced to the extent the lease is modified to reduce the
number of possible events of default. Although some covenants,
to be discussed later,s are inherently objectionable to the mortgagee,
it is not believed the mortgagee is justified in requesting their
elimination, provided other protection is furnished.
Protection against termination because of the first type of
default mentioned-defaults which can be cured by the mortgagee
without taking possession of the property-is quite simple. The
landlord must agree that before exercising a right to terminate
the lease he must give notice of the default to the mortgagee
either at the same time as to the tenant, or later, and must give
the mortgagee time in which to cure the defect. Preferably, but not
necessarily, the mortgagee's grace period should be longer than
the tenant's; otherwise the mortgage should shorten the tenant's
period.9 The length of the mortgagee's grace period should take
into consideration the risk of institutional slowness and occasional
inefficiency. Two weeks should be considered an absolute minimum.
Finally, the landlord is entitled to have it specifically stated how
his notice to the mortgagee is to be given.
The second category of defaults-those which the mortgagee
can cure, but only by being in possession of the property-should
be handled in the same fashion, except that instead of the mort-
gagee having a stated time in which to cure he should have what-
ever time is necessary to obtain possession and cure, including
possession follow.ving foreclosure if necessary, provided he has
started promptly after the tenant's grace period has expired and
continues with due diligence. For the landlord's benefit, lease
8 See paragraph 11.3, infra.
9 See paragraph Ill.c, infra.
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language should be carefully selected so that the prohibition on
the landlord exercising his right to terminate relates only to the
default in question, without impairment of remedies for any other
default which may occur. Conversely, careless language can hurt
the mortgagee by conditioning the prohibition on the continued
performance of all other covenants-without reference to notice
of any default and opportunity to cure.
The third category-those which can be cured by the mortgagee
only by foreclosure and the exclusion of the tenant, and those which
simply cannot be cured by the mortgagee-should be handled by
the lease providing that the landlord will not terminate so long
as the mortgagee, after receiving appropriate notice and after the
expiration of the tenant's grace period, takes prompt and continu-
ously diligent steps to foreclose. The landlord is fairly entitled to
require the mortgagee to notify the landlord that he is proceeding
to foreclose. On the other hand, the mortgagee should not be
required to continue if the default is cured.
So vital to the loan is the existence of the lease that in recent
years, in projects of major importance, mortgagees have been re-
quiring that the landlord agree that, if the lease is terminated
for the tenants default, the landlord will give a new lease to
the mortgagee on the same terms for the balance of the term,
provided all curable defaults are cured. If there be more than
one mortgagee, the right is to be exercised in accordance with
lien priorities. The right to obtain a new lease is a fine second
string to the bow in case of a slip. It may also have the advantage
of the mortgagee in effect acquiring the security without the ex-
pense and delay of foreclosure and redemption. In the absence of
decisions, however, it would be no surprise if the courts found
means to protect the mortgagor-tenant from losing his estate to
the mortgagee through the summary action of a landlord-tenant
proceeding. It has been suggested that the "new lease" method is
a device favored by landlords to avoid involvement in the tenant's
bankruptcy proceeding.10 Whether or not it would have this effect,
the writer does not believe the right to a new lease is a proper
substitute for the right to prevent the lease from being terminated.
There is some doubt as to whether the ability to obtain a new lease
is the equivalent of the ability "to continue the lease in force,"
within the meaning of the New York Insurance Law. There are
10 See Mark, Leasehold Mortgoges-Some Practical Considerations, 14 Business Lawyer 609 (1959).
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two substantive objections to the mortgagee agreeing in advance to
rely for protection solely on a new lease. In the first place, it sub-
stitutes for an existing lease a right of action for specific perform-
ance of an agreement to give a lease. And the right to enforce such
a covenant in the event of bankruptcy of the landlord is subject
to at least the same risk, if not a greater one, as is the right of a
tenant to enforce a right to renew the term, discussed in subsection
2, above. Furthermore, we cannot be positive that the new lease
will not be subject to liens attaching to the fee subsequent to the
original lease.
4. Termination by Third Parties.-Needless to say there should
be nothing in the situation by which the lease could be destroyed by
anyone other than the landlord, so long as its terms are fulfilled."
Therefore, although there is nothing in leasehold mortgage financing
to preclude a mortgage on the fee, any such mortgage and any
other existing lien on the fee must be subordinated to the lease,
and, of course, the lease may not contain any provision subordinat-
ing the lease to a fee mortgage. Some fee mortgagees, while
recognizing the justice of a tenant and a tenant's mortgagee in-
sisting that the lease be free from the risk of being cut off
by a prior fee mortgage, nevertheless, insist on having a prior
lien, but offer to include in the fee mortgage a "non-disturb-
ance" clause by which the lease will be preserved nothwithstand-
ing the foreclosure of the fee mortgage, provided the tenant
continues to perform the lease covenants. This should not be ob-
jectionable in principle to the tenant or the leasehold mortgagee.
But the tenant (and his mortgagee) must be wary at two points.
Careless language in the non-disturbance clause and default by the
tenant will find the lease cut off by foreclosure of the mortgage
despite safeguards incorporated in the lease against termination
by the landlord. Secondly, unless the rights of all parties in such
situations as condemnation or damage by fire or other casualty are
clearly spelled out in the fee mortgage as well as the lease and
leasehold mortgage, the tenant and leasehold mortgagee may be at a
distinct disadvantage vis-a-vis the prior fee mortgage.
If it is necessary to record the lease as well as the mortgage to
put third parties on notice, such recording must be effected. In
some jurisdictions a lease is regarded as personal property, and
therefore a leasehold mortgage is recorded as a chattel mortgage.
In Colorado, a lease of real property appears to be unquestionably
real property,' 2 and therefore the mortgage must be recorded as
a real property mortgage.
Finally, in the unlikely situation of the landlord rather than
the tenant having the obligation to pay taxes, the tenant should
have the right to pay them on the landlord's default and to deduct
the amount from rent.
5. Property Damage or Destruction.-Two other methods by
which the security may be destroyed or seriously impaired are
fire or other casualty, and condemnation. In both situations, the
relative interests of the tenant and the mortgagee are the same
11 Condemnation is an exception, discussed in Paragraph 1.6, infro.
12 Routt County Mining Co. v. Stutheit, 101 Colo. 254, 72 P.2d 692 (1937); Bonfils v. McDonald
84 Colo. 325, 270 Poc. 650 (1928); McKee v. Howe, 17 Colo. 538, 31 Pac. 115 (1892).
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as those of a fee owner and a fee mortgagee-except that in the
case of a leasehold they are affected by the landlord's rights, either
as provided in the lease or as given by law.
In considering damage or destruction, the mortgagee will have
insisted on the tenant carrying adequate insurance, whether or not
the lease does.'8 A mortgagee clause will be required. The mortgage
will provide that the proceeds either go to reduce the mortgage
debt, be held by the mortgagee to be repaid to the tenant as rebuild-
ing progresses or, in the case of small losses, be turned over to the
tenant directly. Except for small losses, the mortgagee will insist
on participating in any settlement. Now, what of the lease? Unless
the tenant is willing to duplicate insurance, which is highly un-
likely, nothing in the lease must be allowed to interfere with any
of the foregoing, except that the mortgagee need not require in-
surance money to be deposited with the mortgagee if there is ade-
quate assurance that the proceeds will be used for restoration. For
this purpose the parties frequently provide for an insurance trustee
to hold and and pay out the proceeds. Whether the landlord should
be allowed to hold the proceeds instead of a trustee depends,
of course, on who the landlord is. The fact that the original landlord
will be satisfactory for this purpose doesn't mean that his successor
necessarily will be. Frequently the landlord is agreeable to the
leasehold mortgagee holding the proceeds in lieu of a trustee so
long as it is an institution of a type satisfactory to the landlord.
This saves expense, and the leasehold mortgagee feels that the
obvious advantages of supervising the payout outweigh the trouble
of administering the fund. Incidentally, notwithstanding an agree-
ment that insurance proceeds are payable to a trustee, the mortgagee
will require a mortgagee clause on the policy to be sure of receiv-
ing any notice of cancellation and to be protected against the policy
being invalidated by act or omission of the insured landlord or
tenant.
6. Condemnation.-In any substantial lease the condemnation
clauses are usually among the most difficult of agreement. The
fact that they are also likely to be the most academic doesn't
relieve counsel from the need to wrestle with them. The injection
of a leasehold mortgage merely adds another set of ideas and
13 Except for reproduction insurance and rent insurance in the circumstances mentioned in
Paragraph IIl.A, infra, the types or amounts of insurance to be carried by the tenant are beyond the
scope of this paper, because the fact that the security is leasehold instead of fee does not change
the interest of the mortgagee.
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prevents the tenant's attorney from giving in to the landlord's
lawyer quite so soon. To do some justice to the subject would
require a paper at least as long as this.14 In this field there are
no set rules or patterns. Consideration must be given to the likeli-
hood of condemnation, total, partial or temporary, who erected the
improvements, the basis on which rental has been determined, the
relative importance to the tenant of vacant land, whether the
tenant has leased for use or for an income producing investment,
how easily the tenant's use can be accommodated in smaller or
revised quarters in the event of partial taking, the effect of partial
condemnation toward the end of the term on the tenant's desire
to rebuild and remain, the state and federal laws and decisions
in these areas. Unless the landlord has negotiated unreasonable
advantages over a tenant who has faith that "condemnation won't
take place anyway," the mortgagee may have difficulty. Perhaps
in the case of total condemnation the mortgagee should be satisfied
with the share of the award which a court would allow to the tenant
without lease clauses, although peculiar local law may give the
mortgagee's counsel some second thoughts. But in the case of
partial condemnation, the lease should not be allowed to terminate
unless the mortgage has been paid in full, and any award for the
building should be used to restore the building. As to the distribu-
tion of any remaining award and any rent reduction, the circum-
stances of each lease and future possibilities thereunder are so
different that it is not possible to furnish any guide-lines except
to be as fair as possible to all parties. Here, however, the landlord
should bear in mind that in all probability the mortgagee has largely
financed the improvements, and that the mortgagee's investment
was in a fixed amount and, contrary to that of landlord and tenant,
involved no possibility of speculative appreciation. Therefore it
would not be inappropriate, in some situations, for the landlord
to subordinate its interest to that of the leasehold mortgagee to a
greater extent than it would that of the tenant.
7. Liability of Mortgagee on Lease Covenants.-In a minority
of jurisdictions, states holding to the title theory rather than the
lien theory of a mortgage, it has been held that a leasehold mort-
gagee, being the assignee of the lease, is liable on the lessee's cov-
enants even before taking possession of the property. 15 Colorado,
following the lien theory, is to the contrary. 16 Regardless of the
theory of a mortgage, the thought of being personally liable for
performance of the lease before being entitled to the income from
the property is repugnant to the mortgagee. As a security holder,
he may be willing to make further advances to protect his security,
but he wants to be able to drop it in preference to going to further
expense to protect it if that seems the proper course. Certainly,
14 For an extensive article on leasehold condemnation which does not, however, reach a
discussion of the mortgagee's position, see Polansky, The Condemnation of Leasehold Interests,
48 Va. L. Rev. 477 (1962).
15 These jurisdictions are given in on annotation in 73 A.L.R.2d 1118, 1121 (1960). They are
Maryland, New Hampshire, and Massachusetts. A sport in the law is Rodack v. Ngw Moon Theatre,
121 Misc. 63, 200 N.Y.S. 237 (1923), in which, although New York follows the lien theory of a
real property mortgage, the court held that a lease was a chattel, that a mortgage on personal
property transferred title to the property, and that therefore the mortgagee was the assignee of the
lease. This was not a question of the liability of the mortgagee on the lease, but of whether a
leasehold mortgagee had to be made a party to a proceeding to dispossess the tenant for breach
of the lease.




the landlord has no logical claim to the added personal liability
of one who has only made a loan to the tenant. The case is stronger
for the landlord and weaker for the mortgagee when the mortgagee
has taken possession. Even here, however, probably a majority
take the view that a mortgagee, even in possession, is not liable
on the tenant's covenants prior to an assignment on foreclosure. 17
In any jurisdiction in which there is risk, the morgagee's personal
liability when not in possession should be negated, and when in
possession but prior to foreclosure should be limited to the proceeds
of the property after taxes and operating expenses.
17 See 73 A.L.R.2d 1118, 1131 (1960); Note, Real Property-Mortgalges-Liability of Mortgagee of
tessee's Term for Rent, 58 Mich. L. Rev. 140 (1959).
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II VALUE (USEFULNESS AND SALEABILITY)
The foregoing considerations have related to lease provisions
necessary to assure the continuance of the lease as security. The
mortgagee's interest in such provisions is immediate. It commences
when the loan is made. We come now to a group of provisions which
may affect the value of the lease in the hands of the mortgagee in
case the mortgagee forecloses.18 In this area, the mortgagee's inter-
est is dormant, so to speak, until foreclosure, except to the extent
that restrictions on the tenant's use and operation may interfere
with the tenant's income from the property and ability to pay
mortgage charges. As a matter of fact, if the landlord insists, the
effectiveness of any lease modifications made in this category to
satisfy the mortgagee's requirements may appropriately be limited
to the period following foreclosure. However, by that time they
must become permanent. Their period of effectiveness cannot be
limited to the period of the mortgagee's interest in the lease.19
When asked to agree to such provisions for the benefit of the
mortgagee which he has not agreed to, or perhaps would not agree
to, for the benefit of the tenant, the landlord should bear in mind
that if a lender must take over the security it is probable that the
utility of the security has not lived up to the expectations of either
the borrower or the lender-or the landlord, for that matter-and
the lender is in the position of having to undertake a salvage
operation. He cannot be hampered by restrictions which might
have seemed reasonable to the tenant.
1. Estoppel Certificate by Landlord.-It is a rare lease which
does not provide for a tenant to furnish an estoppel certificate
on request, to aid the landlord in the sale or mortgage of his fee
interest. The same considerations should suggest to the tenant the
possible need for the landlord to furnish a similar certificate. If
the lease does not already require it, the mortgagee should insist
that it be modified to provide that the landlord certify to any
assignee or mortgagee of the lease or the assignee of any mortgage
(i) that the lease and any specified modifications constitute the
entire lease agreement; (ii) the date to which rent and other
charges have been paid; (iii) that no notice has been sent to the
tenant of any default which has not been cured; and (iv) that,
so far as the person making the certificate knows, the tenant is
not in default under the lease.
2. Rental.-Usually a lease to be mortgaged is a net, or sub-
stantially net, lease.2 0 The rental is fixed, although possibly gradu-
ated. The amount of rent has a direct and paramount bearing on
the value of the leasehold, whether for determining the amount to
be loaned thereon, or determining a price to be paid therefor. Any
deviation from a fixed rent creates uncertainty in the mind of an
appraiser, with a consequent depreciation in value. However, there
can be variations in rental which are not necessarily objectionable.
18 "Value" is here used t encompass not only "usefulness" if the lease is retained by the
mortgagee, but also all of the elements which would affect the saleability of the lease and the
price to be received.
19 See Paragraph 11.4, infra.
20 In the writer's opinion, there is no distinction between a "net lease", an "absolutely net
lease" and a "net net lease". Under a lease the rent is either "net" to the landlord or it isn't.
The term "substantially net lease" indicates one in which the tenant's obligation to bear the
expense of the property is limited in some minor respects, usually not with respect to real estate
taxes or insurance premiums.
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Even a net lease, particularly a very long term one, may provide
for periodic redeterminations of rental, usually upward only, based
upon some financial index or upon a reappraisal of the value of
the leased property. The leasehold mortgagee should not object to
such provision for redetermination, provided any resulting increase
in rent will result from factors which it may be reasonably antici-
pated will have caused a substantially comparable increase in value
in the leasehold, and provided the method and standard of rede-
termination be sufficiently precise to be enforceable. For example,
a simple provision that the rent shall be fixed by arbitration, with-
out giving the arbitrators any standard to go on, would undoubtedly
be unenforceable, and might invalidate that part of the term of the
lease to which it applied: Incidentally, when the value of the
property is to be the basis of the changed rental, the lease should
specify that the value should be found without reference to the
existence of the lease itself.
Although the usual lease presented for mortgaging is a net
lease, there is no reason why a gross lease, with or without escala-
tion of rent, cannot be mortgageable. It is basically a matter of
valuation. Of course, if there be escalation the mortgagee must be
satisfied that the escalation provisions are workable and how they
will affect value.
2'
3. Limitation on' Assignability and Subletting-Use Restric-
tions.-A most troublesome restriction, troublesome because of its
importance to the landlord, is the prohibition on assignment with-
out the landlord's consent. The purchaser of the lease on fore-
closure, whether the mortgagee or a third party, must not be
required to obtain the landlord's consent to assign any more than
could the purchaser on foreclosure of a fee mortgage be required
21 The escalation provisions in which a leasehold mortgagee is interested are less likely to
be found in the lease being mortgaged than in the subleases which contribute to the value of
the mortgaged lease. In this respect the mortgagee's interest is no different from that of a
fee mortgagee, and is therefore not within the ambit of this paper. This may be fortunate because
of the extent to which this paper would have to be expanded to accommodate the subject. There
are few legal articles on the subject, perhaps because of the comparative newness of the
widespread use of escalation in leases. Legal considerations rarely cause difficulties, but once
the parties decide what is to be considered in the escalation, counsel are then required to
exercise a high degree of drafting ability to express properly not only what is to be escalated,
but how it is to be escalated. Expressing the escalation of taxes is relatively simple, although
even here there may be difficulties with the definition of taxes, the determination of the base, par-
ticularly if the building has yet to be erected, an understanding as to who as between landlord
and tenants may make application for reduction of assessments and who are to pay for such
proceedings. But in the case of operating expenses, in addition to determining the base period
for escalation, there is the matter of pro-ration between tenants requiring different services,
the question of how to handle vacancies which may or may not reduce the total of operating
expenses, how to provide for the type of expenses which should be included but will come into
existence perhaps 10 years hence and cannot be imagined now, and finally how to state the
formula in such a way as to include everything the parties have agreed to and exclude everything
they haven't, without detailed itemization. Some lawyers have found this to be impossible with
the result that leases have been lengthened by pages to take care of such itemization. Also, the
need to permit tenants to examine the landlord's books and the -procedures to be established
for such examination are by no means easy tasks for the lawyer. In an endeavor to simplify
procedures for the escalation of operating expenses in office buildings (the type of building most
readily lending itself to escalation) some landlords and tenants have agreed that in addition to
the sharing of tax increases, the rent would also be escalated on the basis of an independent
standard relating to operating expenses. One standard might be the figures of the Building Owners
and Managers Association relating to the city in which the property is located. Another would
be city-wide wages resulting from union negotiation. In the latter event the rent would be
increased by a certain amount per square foot of rentable space as the wages of the most common
type of employee (the porter?) are increased. The theory is that labor costs are the major portion
of operating costs, that as labor costs go up other operating costs go up, and that the fluctuation
of wages of the most common type of employee are a fair guide to all labor costs. This involves
an element of gamble by both landlord and tenant and it is not always easy for them to agree
upon the ratio of increase. But once the ratio has been agreed upon, the simplicity of administra-
tion over the period of the long term lease may well outweigh any lack of precision in the
results of applying the formula.
NOVEMBER-DECEMBER, 1962
to obtain some other person's consent to sell the fee. Nor may the
limitation be properly reimposed on a subsequent purchase.
22
But what of the landlord's position? In leasing, he may well
have considered the character and financial responsibility of the
tenant to be of the utmost importance. But by permitting the tenant
to mortgage, the landlord must be deemed to have recognized the
possibility of the tenant's defaulting on the mortgage, in which
event; (a) although the tenant's lease obligation remains, it would
probably have become drastically reduced in value, and (b) the
landlord cannot control the identity of the purchaser on foreclosure
without rendering the right to mortgage substantially valueless.
If then, the lease can be acquired on foreclosure free of control by
the landlord, what is the logical justification for reimposing the
restriction?
As to financial responsibility, certainly the landlord cannot claim
that an important consideration in making the original lease was
the ability to insist on a new tenant with satisfactory and financial
responsibility if the original tenant should fail. However, a lease
provision conditioning the assignment of the lease on the assump-
tion of the lease by the assignee, but permitting the release of the
assignee upon further assignment and assumption does not appear
to interfere with saleability of the lease. Nor, if the landlord insists,
should the mortgagee-purchaser object to assuming the covenants
of the tenant so long as he holds the tenant interest. As a matter
of law in most, if not all, jurisdictions-the assignee of a lease is
responsible under the lessee's covenants by privity of estate so
long as he remains in possession.23 Therefore such limited assump-
tion does not add to the burden of the person acquiring the lease.
The landlord may well have a justifiable interest in the character
of the occupancy of his property throughout the term of the lease.
However, this interest should be protected by controlling not the
identity of the occupant but the character of the occupancy. The
lease may properly limit the use to which the premises may be put,
including-objectively-the character of the operation. For example,
if the nature and location of the improvement justifies it, a mort-
gagee should not find objectionable a lease requirement that the
building be used and occupied only as a high class hotel or office
22 See Paragraph 11.4, infra.
23 Bonfils v. McDonald, note 12 supra.
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building, 24 or be managed by an operator with experience in manag-
ing high class hotels or office buildings. On the other hand, the
purpose of the use of the premises cannot be too limited. Recently
we were requested to make a loan on the lease of a small building,
"to be used only as a railway express agency office." We under-
stood that there was just one company in the country (the pro-
posed borrower) which conducted such a business.
Similar considerations require that any restriction on subletting
also be eliminated after foreclosure so that the mortgagee's ability
to realize on his investment be not subject to undue impediment.
The mortgagee is usually the purchaser on foreclosure-for obivious
reasons. The mortgagee may well be ill-equipped to operate the
foreclosed property, with or without a managing agent. Yet the
market for the sale of the security may not be good at that time
and subletting may be the most feasible course for the mortgagee,
or other purchaser on foreclosure, to follow.
A landlord who has an extraordinary interest in controlling
both the character of the occupancy and the identity of the occupant,
may properly require of the mortgagee a right which will give the
landlord complete protection if he is financially able to exercise
it. If the mortgagee insists that in order to permit the mortgagee
to realize on his investment in the event of foreclosure, the land-
lord must waive lease restrictions on assignment and subletting,
the landlord should have the right, after notice by the mortgagee
either to cure any default under the mortgage or to purchase the
mortgage from the mortgagee to prevent a sale on foreclosure.
4. Effective Period of Modification.-It is not unusual for a
landlord to insist that any change in lease terms required by the
mortgagee should take the form of an agreement between the land-
lord and the mortgagee rather than an amendment of the lease.
2 5
This is a less desirable method of proceeding, but the form of
the agreement is not important, provided there is no attempt
to limit the benefits of it to the particular mortgage or to the mort-
gagee or purchaser on foreclosure. A primary purpose of the mort-
gagee's requests is to make the security valuable for sale. The
24 Care should be taken in definition, so as not to preclude proper incidental uses, such as
stores in either hotels or office buildings, or company cafeterias or photographic rooms in office
buildings catering to large tenancies.
25 Such an agreement would also ap ropriately incorporate the landlord's recognition of the
limitations imposed by the mortgage in f'avor of the mortgagee on the tenant's rights under the
lease. See Paragraphs II.D, E, F and G, infra.
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purpose will have been ill accomplished if the advantages negoti-
ated for the benefit of the mortgagee are to disappear in the hands
of the first purchaser after foreclosure or any subsequent purchaser.
5. A Subleasehold Mortgage.-Occasionally a loan is secured
by a mortgage on a sublease. In such event the mortgagee will
require the same consideration from the sublessor as a leasehold
mortgagee requires from the fee owner. In addition, not only
must the primary lease permit the sublease, it must also meet
the requirements discussed in paragraph I. 2 through 6, above, to
assure the continued existence of the sublease (and the sublease-
hold mortgage) until the loan has been repaid.
There are however, additional matters to be considered. The
fee owner either must agree that in the event of a default under
the primary lease which could result in termination, the owner
will give the subtenant the opportunity to take over the primary
tenant's position (to implement this the sublease should have in-
corporated a mortgage of the primary leasehold interest to the
subtenant), or must agree that in the event of such termination the
owner will recognize the subtenant under the sublease continuing
in place of the primary lease.26 If the subtenant's protection is to
take over the primary lease on default, it will be necessary to
examine the primary lease to make sure that it would qualify as a
lease for mortgaging in the other respects discussed in this paper.
Also, if the sublease is of only part of the leased premises and the
burden of the primary lease is greater than that of the sublease,
the subleasehold mortgagee may be unwilling to invest if taking
over the primary lease is the only alternative for protection in the
event of default.
In any event, bear in mind'that the subleasehold mortgagee's
rights are dependent entirely on the sublease, so that for the
protection of the subleasehold mortgagee the fee owner must agree
with or for the benefit of the subleasehold mortgagee in such a
way as to give him the opporunity to take over the subtenant's
position and protect it if the subtenant does not.
6. Mortgage on Lease and Fee.-All of the foregoing diffi-
culties with the lease can be avoided if the fee owner is willing
to subject his fee interest to secure the loan to the tenant. Of course,
the reason for the landlord taking this action is not to avoid diffi-
culties with the lease. These can be avoided by modification-as
indicated throughout this paper-with much less risk to the land-
lord who, by mortgaging his interest, stands to lose it all if the
tenant defaults. The reason he does it is to add to the security
being mortgaged and thus qualify the tenant for a larger loan than
the lease itself could demand. Thus, whether or not the landlord
is required to join in the mortgage, either by the terms of the
original lease or by subsequent persuasion of the tenant, is not a
legal requirement of the lender. It is a financial or business require-
ment to justify a larger loan.
The landlord's mortgaging the fee probably avoids the necessity
for tinkering with the lease. But it does raise other problems. First,
if the landlord is a corporation, is it legal for it to subject its
26 A third possibility is an agreement by the fee owner to give the sub-tenant a new lease
equal to the remaining term of the terminated primary lease; but for the reasons discussed in
Paragraph 11.3, supra, this would not be satisfactory to the subleasehold mortgagee.
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property to secure money loaned to another? If 100% stockholder
consent can be obtained and if there are no, or only minor, creditors
of the landlord, the question can be ignored. If the landlord has
obligated himself in the original lease to join in the mortgage,
that may constitute sufficient consideration to "legalize" the mort-
gaging. However, if the agreement comes later and the stockholder
and creditor situation is not helpful, the lender and his title com-
pany should consider whether or not the agreement is ultra vires.
Perhaps the furnishing of funds to erect a building on the land-
lord's property, even though the erection of the building be the
obligation of the tenant, is sufficient to legally justify the landlord
corporation pledging its property for the tenant's debt.
The next question is the form that the morgaging transaction
should take. Normally the- landlord and tenant join in the same
mortgage (with only the tenant liable on the note), the interests
are separately described, and a careful draftsman will review the
"boilerplate" to make any revision required by these unusual cir-
cumstances. Sometimes the mortgage merely describes the property
by metes and bounds and is executed by both landlord and tenant,
each purporting to mortgage his own interest in the property. In
any event, in a jurisdiction in which subleases could be cancelled
by the subtenants if the primary lease were cut off in foreclosure,
the mortgage will have to provide that the lien on the fee is prior
to the mortgaged lease, or the mortgagee will have to have required
attornment agreements by important subtenants.
Sometimes the participation of the landlord is referred to as his
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"subordinating" the fee to the lease or the mortgage. The use of
this term can create a dangerous misunderstanding in negotiations.
The lender undoubtedly believes that he is negotiating an agree-
ment by the landlord to mortgage his entire fee interest and risk
its loss in the event of non-payment. The lender thus is able to
appraise the security as a fee and set the loan terms without regard
to the lease. However, there is some indication that by agreeing to
"subordinate," the landlord may believe that he is agreeing to
mortgage his fee, but only for the term of the lease. Put another
way, it is in effect an agreement that if the mortgagee forecloses,
any subsequent holder of the lease will have it free of rent (and
other burdensome restrictions?) for the balance of the term. This
is not fatal if all parties understand it; but now the value of the
security to the lender, and therefore the amount he is willing to
lend, will be substantially reduced, and the lease and mortgage
will have to fulfill all the requirements of the usual leasehold mort-
gage transaction.
III. THE MORTGAGE
Once the provisions of the lease have been satisfactorily resolved,
the drafting of the mortgage will be comparatively easy, almost
anti-climactic. Speaking generally, most of the standard provisions
of a fee mortgage should be found in a leasehold mortgage with
little or no change. There are, however, a number of provisions
which must be added to a leasehold mortgage. Most of them will be
fairly obvious. Few should cause much argument by borrower's
counsel. The landlord, of course, has no direct concern with the
terms of the mortgage-unless he has agreed to join it. It is con-
sidered prudent practice, however, to require the landlord to agree
to recognize any authorization granted by the tenant mortgagor to
the mortgagee to exercise tenant's rights under the lease. The
more common of the distinctive leasehold mortgage provisions in
addition to the difference in description, are summarized in the
following paragraphs.
A. Conformity with Lease Requirements.-The mortgage itself
may not contain provisions inconsistent with those of the lease. Of
frequent consideration in this area are the use of proceeds of fire
insurance or of an award for a taking in condemnation. However,
the mortgage may impose additional obligations on the borrower-
tenant if the lease seems inadequate. An example would be a re-
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quirement that the tenant furnish additional insurance policies
with a standard mortgagee clause, if the lease did not permit one
on policies to be furnished the landlord. If the age of the building
is such that ordinary insurance might be substantially inadequate
to effect the restoration required by the lease, the mortgage should
require the tenant to carry insurance on a replacemnt basis to
cover physical depreciation. If the lease does not provide for a
rental abatement while damage is being restored, the ability of the
tenant to continue to pay the rent and other lease charges should
be assured by the mortgage requiring the tenant to maintain rent
insurance or business interruption insurance.
B. Tenant to Comply with Lease.-The mortgage will require
the tenant to agree expressly to perform or comply with all of the
covenants of the tenant to be performed under the lease. The lease
will have provided for a notice by the landlord to the mortgagee
of any default under the lease which could form a basis for
termination. If there are other possible notices from the landlord
of which the mortgagee wishes to learn, the mortgage may provide
that copies be sent by the tenant to the mortgagee. In addition,
if the lease clauses are considered inadequate, the mortgage may
require the tenant to furnish evidence of payment of ground rent,
taxes, etc., before any grace period given in the lease has expired.
The mortgage should expressly provide that the failure of the tenant
to perform and subsequent performance by the mortgagee will
not remove the default as between tenant and mortgagee but that
until the tenant shall have reimbursed the mortgagee for the cost
of performance, the mortgagee will have the right to accelerate
and add the cost to the mortgage debt.
C. Shortening of Tenant's Grace Period under the Lease.-
Depending upon the provisions in the lease which require the land-
lord to give the mortgagee notice of the tenant's defaults and the
opportunity to cure them, the mortgage may require the tenant to
cure any such defaults within a shorter period than that permitted
the mortgagee, so that the mortgagee will have time within which
to cure if the tenant does not.
D. Prohibition of Lease Modification or Termination.-The
mortgage will, of course, prohibit the tenant from agreeing to any
modification or termination or surrender or the lease without the
mortgagee's consent. Notifying the landlord of the existence of the
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mortgage may be sufficient to prevent the landlord from agreeing
to any such modification, termination or surrender, but an express
agreement by the landlord is more satisfactory. Incidentally, the
lease will probably require the tenant to notify the landlord of
any leasehold mortgage and the mortgage will require the tenant to
give such notice. The mortgagee should nevertheless be satisfied
beyond question that the notice has been given.
E. Control of Arbitration.-If the lease provides for arbitration
in any particular aspect, the mortgagee may require the tenant to
authorize the mortgagee to represent the tenant in certain areas
of arbitration or in certain circumstances. Again, it would be well
to have the landlord agree to recognize such authorization.
F. Control of Renewal of Term.-If the tenant has the right to
renew the lease, the mortgagee should be authorized to renew on
behalf of, and in the name of, the tenant if the tenant fails to renew
at any time when the security of the mortgage would be jeopardized
by such failure. Again, the landlord should recognize such authori-
zation or it should be clear, as a matter of law, that the landlord
cannot refuse to recognize the authorization.
G. Fee Interest Acquired by Tenant to Be Subject to Mortgage.
-Any purchase option in the tenant should be covered by the mort-
gage expressly and although it would be an unusual situation in
which the mortgagee would be justified in insisting that the tenant
exercise such an option, it should continue with the lease in the
event of foreclosure. In any event, the mortgage should provide that
if the tenant should acquire the fee of all or any portion of the
leased property whether by exercise of a purchase option or other-
wise, the fee would immediately become subject to the mortgage
and the mortgagor would execute whatever confirmatory instru-
ment might be required. However, provision should be made to
prevent a merger of the lease in the fee if, under state law, the
consequent disappearance of the lease would permit valued sub-
tenants to effectively claim that the sublease falls with the dis-
appearance of the primary lease.
H. Subleases.-In a majority of large real estate financings
the terms of occupancy and the financial responsibility of the
occupying tenants are of primary importance, whether the property
be an office building, a shopping center, a department store or a
post office. We are here concerned, however, only with the aspects
of such leasing as may peculiarly relate to leasehold financing. In
this context, the occupancy leases are subleases.
First, it should be apparent that the subleases must be integrated
with the primary lease and that no rights can be granted the sub-
tenants more extensive than those granted under the primary lease.
Indeed, it is not uncommon for the sublease to contain an express
stipulation to that effect.
In the second place, if the primary lease provides for a new
lease to the mortgagee in the event of termination of the primary
lease, as discussed in Paragraph I. 3, any sublease considered valu-
able by the mortgagee must contain a covenant by the subtenant to
attorn to the lessee under any such new lease. Otherwise the sub-
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tenant may effectively claim that the sublease and his obligations
thereunder fall with the termination of the primary lease. As a
matter of fact, a subtenant of a large amount of space may well
require the overlandlord to agree that if the lease is terminated
and the mortgagee does not obtain a new lease, either the subtenant
may obtain a new lease on the same terms as the primary lease
or the overlandlord will recognize the continuance of the sublease
as a direct lease from the overlandlord. Careful drafting will provide
for such recognition by the overlandlord during the period in which




It is recognized that each lease transaction and each related
leasehold mortgage transaction contains elements of individuality
which preclude any successful attempt to specify in advance the
proper form of the various provisions of the documents. Neverthe-
less it is hoped that this paper, by furnishing an understanding of
how a mortgagee is likely to request that certain more common
lease questions be resolved-and why, may somewhat ease the
burden of negotiation among landlord, tenant and mortgagee, and
their respective counsel.
28
,27See also the discussion of the subtenant's protection in Parograph 11.5, supra.
28 1 must express my debt to the authors of the following articles on this subject. The reader
will note that they furnish some differences in opinion and emphasis: Mark, Leasehold Mortgages -
Some Practical Considerations, 14 Business Lawyer 609 (1959, Kelly, Some Aspects of Leasehold
Financing, 33 Notre Dame Law., 34 (1957); Hyde, Leasehold orfgages, Proc. Ass'n. of Life Counsel
659 (1955).
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